STATE OF CONNECTICUT

- DEPARTMENT OF REVENUE SERVICES

OFFICE OF THE -
COMMISSIONER

March 15, 2010

TO: - The Honorable Eileen Daily, Co-Chair
The Honorable Cameron Staples, Co-Chair
Members of the Finance, Revenue and Bonding Commlttee

FROM: Richard D. Nicholson, Commissioner N\
Department of Revenue Services

RE: Senate Bill No. 445, AA Enhancing the Ability of the Department of
Revenue Services to Collect Outstanding Taxes.
House Bill No. 5494, AAC Various Changes to Title 12.
Senate Bill No. 430, AAC Certain Cigarette Tax Violations.
Senate Bill No. 444, AAC Revisions to the Nonresident Contractor Bond

Statute.

Good morning Senator Daily, Representative Staples and members of the Finance
Committee. My name is Richard Nicholson. | am the Commissioner of Revenue
Services and | am here before you this morning fo urge passage of four biils, all of which

were submitted by the Department.

Senafe Bill 445, An Act Enhancing the Ability of the Department of Revenue
Services fo Collect Outstanding Taxes, has several provisions that will help the
Department better collect monies currently owed the state. One such initiative is in the
form of enabling legislation that will allow the Department to partner with another agency
to ensure tax compliance. Under the concept proposed, a license applicant would be
regulired o obtain a clearance from DRS before being affowed to obtain or renew a
particular license from another state agency. In other words, a licensee or prospective
licensee who has an unsatisfied tax liability and who is not currently in a payment plan
will not receive a license until they pay the lability or make arrangements to satisfy the
liability. This initiative, which the Department intends to implement as a pilot program
and will require the promulgation of regulations, is motivated by licensees using limited
I[abllity companies to avoid paying trust taxes, such as sales {ax, that they have

collected from customers.

Senate Bill 445 also provides that the Department may recoup its collection costs for g
civit suit that is brought in the couris of another state when the Department is the
prevailing party. Costs would include collection costs and reasonable attorney’s fees.
This provision is very important in our efforts to pursue delinquent taxpayers who reside
outside of Connecticut. Our jurisdiction to use tax warrants to collect tax liabilities is
limited to assets in Connecticut. The ability to bring a collection action in another state
and include attorneys’ fees, solely for out-of-state collections, will put the state on a par
with other creditors. Currently 20 percent of our unsatisfied delinquencies are out of

~ state taxpayers. Of our top 100 delinquents, 22 percent are out of state.
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Another important collection vehicle that the Department uses is the ability to collect trust
taxes, for instance sales taxes or withholding taxes - taxes that are collected for the
state and are considered held in trust for the state, from the person responsible for filing
those tax returns and paying over the taxes collected. The collection from a responsible
person only occurs when the Department is unable to collect the tax from the business
“entity itself. |t is important to emphasize that these taxes have already been coliected
from the retail customer or the employee — however they have not been paid over to the
state. Our revisions to the responsible person statutes will clarify and make uniform the
process for collecting from that person. it will provide a hearing for the retailer or
employer to contest the liability and,-if the liability is sustained, it allows for a second
hearing for the responsible person to contest whether that person satisfies the
requirements of being a responsible person. it also allows the responsible person {o

recover from the retailer or employer.

House Bill No. 5494, AAC Various Changes to Title 12, makes changes to severai tax
statutes. These changes include a new provision addressing the tax avoidance problem
associated with entities known as “captive REITS”. The problem was highlighted in a
front page story in the February 5 2007 edition of the Wall Street Journal, which | have
attached for your reference. Essentially “captive REITs" allow a company to pay rent to
itself, take a deduction for the rental expenses and receive the rent back through a
nontaxable dividend. The circular flow of funds allows a company to save significant
corporation taxes by using this scheme.

In discussions with our tax practitioner advisory group, the Department has made some
changes to its original proposal, which changes are intended to insure that legitimate
“captive REITS” that are employed in foreign markets, nonprofits and publicly traded
REITS are not impacted. To this end, | have attached substitute language that embodies
the changes that grew out of those discussions and wouid respectfully request your
favorable consideration of these proposed changes.

This bill also revises the procedures for filing amended Connecticut returns in situations
where taxpayers file amended Federal income or corporate returns. Currently taxpayers
are required to file an amended Connecticut returmn within 20 days of filing an amended
federal return. In the case of amended returns claiming a refund, however, the normal
procedure is to wait for the IRS to make a final determination on the refund.

Accordingly, and for consistency purposes, the Department has proposed revising the
current statutory process so as to require filing an amended return with the Department
within 90 days of the final federal determination,

Senate Bill 430, An Act Concerning Certain Cigarette Tax Violations, amends
current cigarette tax statutes to make it a $90 infraction instead of a misdemeanor for
persons who fail fo renew their cigarette dealer’s license within 90 days of expiration and
to make it a $90 infraction instead of a misdemeanor for anyone who sells, or possesses
for sale, less than three cartons of unstamped cigarettes.

Current enforcement of these provisions requires a judicial hearing and generally resuits
in a court ordered fine of approximately $100. In effort to promote judicial economy, the

proposed amendments will allow Department law enforcement personnel to issue an
infraction, which, if not protested, may be paid through the mail.
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Another initiative undertaken by the Department has been to streamline the process
involving nonresident contractor bond reguirements under Conn. Gen. Stat. §12-430(7).
Senate Bill 444, An Act Concerning Revisions to the Nonresident Contractor Bond
Statute, is the result of a collaborative effort between the Department and
 representatives of the private sector. The changes are intended to streamline the
process and provide guicker resolution for the contractors involved. The bill provides a
mechanism for one bond per project, allows cerfain compliant nonresident confractors to
be treated as resident contractors and provides a $250,000 de minimis amount before a

bond is required.

Enclosures
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From the WSJ Real Estate Archives

ﬁmhgmi Cuts Taxes
By Paying Rent to Itself

by Jesse Drucker
From The Wall Street Joumal Online
Februarv 05, 2007

As the world's biggest retailer, Wal-Mart Stores Inc.

pays billions of dollars a year in rent for its stores. Luckily for Wal-Mart, in about 25 states it has been paying most of that rent to itself - and
then deducting that amount from its state taxes.

The strategy is complex, but the bottom line is simple; it has saved Wal

-Mart from paying several hundred million doliars in taxes, according to court records and a person familiar with the matter.
And Wal-Mart is far from alone,

The arrangement takes advantage of a tax loophole that the federal government plugged decades a
subsidiary pays the rent to a real-estate investment trust, or REIT, which is entitled to a tax
which receives the REIT's dividends tax-free. And Wal-Mart gets to deduct the rent from st

9o, but which many states have been slower to catch. Here's how it works: One Wal-Mart
break If it pays its profits out in dividends. The REIT i 99%-owned by another Wal-Mart subsidiary,
ate taxes as a business expense, even though the meney has stayed within the company.

Partty thanks 1o sophisticated financial strategies like these, states' tax collections from companies have been plummeting. On average, Wal ‘
rates for the past decade, according to Standard & Poor's Compustat, which coliects data from SEC filings. The so-called "captive REIT" strategy alone cut Wal-Mart's state taxes by about 20%

over one four-year period. Now several state regulators are trying to crack down on the strategy, used largely by retailers and banks, and some other states have changed their laws to try to end
the practice. Yesterday, New York Gov. Eliot Spitzer included elimination of the loophoie as part of his proposed budget, a fix he said woulg bring the state $83 million a year.

-Mart has paid only about half of the statutory state tax

North Carolina tax authoritles are challenging Wal-Mart, saying its REIT strategy was infended to "distort [the company's]
Raleigh, N.C. The state calls captive REITs a *high prierity corporate tax sheltering issue” and in 2005 ord
REIT. The company paid it and last year sued the state for a refund,

true net income," according to its filings in the case in Supertior Court in
ered Wal-Mart to pay $33 milllion for back taxes, interest and penalties stemming from the

The structure Wal-Mart is using features some unusual elements. Because REITs must have at least 10C shareholders to gain tax benefits, roughly 100 Wal-

Mart executives were enfisted to own a
combined total of around 1% of the REIT's shares, without any voting rights. H. Lee Scott Jr., now Wal-Marf's CEOG, was listed as the REIT's *

managing frustee” from 1996 to 2004.

A single Wal-Mart real-estate official, .33 Fuller, represented the company both as tenant and landiord in its §

Mart, also s the company’s outside audifor. In its internal sales training materials, the accounting fi
often demand that tax shelters have other business purposes,

ease with itself. Ernst & Young LLP, the accounting firm that sold the strategy to Wal-
rm explicitly fabeled the strategy as a method 1o reduce taxes - a red fiag to tax authorities, who

Wal-Mart aftorneys say in court agw that the strategy is perfecily legal and that North Carolina is mxamma._gm its authority. A spekesman for the Bentonville, Ark

., company, John Simley, said Wal-
zmﬁ..a_.c,hii._.nw_m&uioﬁm_»_.acucam_»\uocqcmom,manwa?:E—m (} of 5Y3/12/2030 213533 PM
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Wal-Mart Cuts Taxes By Paying Rent 1o {iself - W5Loom

“Q: What if the press gets wind of this and portrays us as a tax cheat'?

*A: That's a possibility....If you are concerned about possible negafive publicity, you can counter it by reinvesting the savings, in the community.”

An Emst & Young spokesman declined fo comment on its REIT work, saying the firm was "prohibited from commenting on client matters.”

" The spokesman said hie could not verify the authenticity
of the internal sales training documents based on quotes provided by the Journal. However, he said the *limited language communicated in the internal memo does not reflect the quality and nature
of the advice we provide fo our clients.” :

State authorities have had mixed records so far in pursuing back taxes and penalties in captive-
REIT cases. AutoZone, the big auto-parts chain, won the right to deduct the dividends from'its
taxes in'Kentucky but lost a preliminary round in Louisiana. The Hawaii Department of Taxation
won a case involving a REIT used by Central Pacific Financial Corp., a bank holding company.
AmSouth is in litigation with Alabama over tax benefits from its REIT.

Tax Relief

VWal-A%art has cut its
tax bitls in about 25
statesusing a
sophisticated

y real-estate strategy:

:

Fleet Funding's REIT, on which the company was advised by KPMG, has led Massachusetts to
seek more ihan $42 miltion in back taxes, interest and penalties. BankBoston Corp. is in similar

mammﬁossxw?__mmmm%:mm:w.moﬁcm;xm:méammz mnnc:ma3wmz_ﬂo_ﬁgm:nm_ézosmmo_mzma
to comment on the litigation. ’ ‘ ,
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Fleet's attorneys have said in court papers that its RE[Ts were legitimate, and the fact that they
were parily motivated by tax considerations does not legally undermine their valid business

: : Dwns purpose — to raise capital, they say. A KPMG spokeswoman declined o comment on the Fleet
: case, but said it had stopped any involvement with “prepackaged tax products” before a 2005

. agreement it made with the U.S, Justice Department over improper tax strategies that alsc led to
_ . ‘ the indictment of 17 former KPMG officials. :

| Company headquartars in Bontonville, Ark,
Wal-Mart ¥ heaiqus el

% Wal-Mart Stotes East _ :
: . P 13 Wal-Mart Property Co. | ips unknown how many disputes have been raised over the strateqy used by Wal-Mart and others,
. WM “M%iwm_”ﬂﬂ%r__wm because such tax disputes are generally not disclosed unfess lawsuits are publicly fled or the
Oeesis Ehem froar s slate : ooanm:x reveals them in SEC filings,
€ wal-iart taxes becauss they W _
Stores East come from a subsidiary. | Wal-Mart adopted its captive-REIT structure just as it was unwinding a previous strategy to reduce
pays rent ' taxes that states had begun to challenge. For the first half of the 1890s, ihe retailer used a so-
w % mwmam_ _ Wal-Mart Progerty Co. called intangible holdings company structure also used by many other corporations. Wal-Mart
Frust. ‘ €3 152 trust pays ! ransferred its trademarks to a subsidiary called WMR Inc. in Delaware, which does not tax many
i . dividends to Wal-Mart  +forms of corporate income. Then it paid the subsidiary for the use of the brands. That allowed Wal-
Orens Praperty Co., therefure | Mart to deduct those payments from its-local income taxes in some states, while WMR's income
avolding state taxes, wasn't taxed by Defaware. ‘ .
. The Property {u. alsg .
B . pays no stais taves 1t . . ) -
. Wal-Mart Real Estate is based in Delaware, Several states won challenges to the strategy, used by various retailers. Wai-Mart settled a dispute

) Business Trust wehich doesn’l Lax this | over its use of WMR in Louisiana - the details of the settlement are sealed -- and lost on the main
mmﬂﬂ._hwﬂm%; : SR type of income, points of a case in New Mexico. Wal-Mart merged with WMR in February of 1997 and its use as a
. e e e ...} StA1€ taX avoidance vehicle was apparently discontinued, according to New Mexico court records.

in the meantime, Wal-Mart set up a new vehicle to confrol its state tax bill: captive REITs. In'the summer ang fall

of 1996, Delaware corporate records show, Wal-Mart created a new hierarchy of
rzv..\_.ssé.qnn_mmsﬂa_,o:amm_ho_é._.nmw.ﬁcc...owou.um_nxaw.Ea_ (3 of 3Y3712/2010 2135:33 PM ‘
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Substitute language for section 1 of House Bill 5494, AAC Various Changes to
Title 12. (Section 1 to be replaced in its entirety.)

Section 1. Subsection (a) of section 12-213 of the general statutes is
amended by adding subdivision (27) as follows (Effective from passage, and
applicable to income years commencing on or after January 1, 2010):

(NEW) (27) (A) Except as provided in subparagraph (B) of this
subdivision, “captive real estate investment trust” means a corporation, a trust,
or an association (i) that is considered a real estate investment trust for the
taxable year under Section 856 of the Internal Revenue Code; (ii) that is not
regularly traded on an established securities market; and (iii) in which more that
fifty per cent of the: voting power, beneficial interests, or shares, are owned or
controlled, directly or constructively, by a single entity that is subject to
Subchapter C of Chapter 1 of the Internal Revenue Code.

(B) "Captive real estate investment trust” does not include a corporation, a
trust, or an association, in which more than fifty per cent of the entity’s voting
power, beneficial interests, or shares are owned by a single entity described in
subparagraph (A)(iii) of this subdivision that is owned or controlled, directly or
constructively, by (i) a corporation, a trust, or an association that is considered a
real estate investment trust under Section 856 of the Internal Revenue Code; (ii)
a person exempt from taxation under Section 501 of the Internal Revenue Code;
(iii) a listed property trust or other foreign real estate investment trust that is
organized in a country that has a tax treaty with the Untied States Treasury
Department governing the tax treatment of these trusts; or (iv)-a real estate
investment trust that is intended to become regularly traded on an established
securities market, and that satisfies the requirements of Section 856(a)(5) and
Section 856(a)(6) of the Internal Revenue Code under Section 856(h) of the
Internal Revenue Code.

(C) For purposes of this subdivision, the constructive ownership rules of
Section 318 of the Internal Revenué Code, as modified by Section 856(d)(5) of the
Internal Revenue Code, apply to the determination of the owners}up of stock,
assets, or net profits of any person.

Sec. 2. Subdivision (1) of subsection (a) of section 12-217 of the general
statutes is repealed and the following is substituted in lieu thereof (Effective from
passage, and applicable to income years commencing on or after January 1, 2010)

(a) (1) In arriving at net income as defined in section 12-213, whether or
not the taxpayer is taxable under the federal corporation net income tax, there
shall be deducted from gross income, (A) all items deductible under the Internal



Revenue Code effective and in force on the last day of the income year except (i)
any taxes imposed under the provisions of this chapter which are paid or
accrued in the income year and in the income year commencing January 1, 1989,
and thereafter, any taxes in any state of the United States or any political
- subdivision of such state, or the District of Columbia, imposed on or measured
by the income or profits of a corporation which are paid or accrued in the income
year, (ii) deductions for depreciation, which shall be allowed as provided in
subsection (b) of this section, [and] (iii) deductions for qualified domestic
production activities income, as provided in Section 199 of the Internal Revenue
Code, and (iv) in the case of any captive real estate investment trust, the
deduction for dividends paid provided under Section 857(b)(2) of the Internal
Revenue Code, and (B) additionally, in the case of a regulated investment
company, the sum of (i) the exempt-interest dividends, as defined in the Internal
Revenue Code, and (i) expenses, bond premium, and interest related to tax-
exempt income that are disallowed as deductions under the Internal Revenue
Code, and (C) in the case of a taxpayer maintaining an international banking
facility as defined in the laws of the United States or the regulations of the Board
of Governors of the Federal Reserve System, as either may be amended from
time to time, the gross income attributable to the international banking facility,
provided, no expense or loss attributable to the international banking facility
shall be a deduction under any provision of this section, and (D) additionally, in
the case of all taxpayers, all dividends as defined in the Internal Revenue Code
effective and in force on the last day of the income year not otherwise deducted
from gross income, including dividends received from a DISC or former DISC as
defined in Section 992 of the Internal Revenue Code and dividends deemed to
have been distributed by a DISC or former DISC as provided in Section 995 of
said Internal Revenue Code, other than thirty per cent of dividends received
from a domestic corporation in which the taxpayer owns less than twenty per
cent of the total voting power and value of the stock of such corporation, and (E)
additionally, in the case of all taxpayers, the value of any capital gain realized
from the sale of any land, or interest in land, to the state, any political
‘subdivision of the state, or to any nonprofit land conservation organization
where such land is to be permanently preserved as protected open space or to a
water company, as defined in section 25-32a, where such land is to be
permanently preserved as protected open space or as Class I or Class II water
company land.

Sec. 3. Subdivision (3) of subsection (a) of section 12-217 of the general
statutes is repealed and the following is substituted in lieu thereof (Effective from
passage and applicable to income years commencing on or after January 1, 2010):

(3) Notwithstanding any provision of this section to the contrary, no
dividend received from a real estate investment trust shall be deductible under



this section by the recipient unless the dividend is: (A) Deductible under Section
243 of the Internal Revenue Code; [or] (B) received by a qualified dividend
recipient from a qualified real estate investment trust and, as of the last day of
the period for which such dividend is paid, persons, not including the qualified
dividend recipient or any person that is either a related person to, or an
employee or director of, the qualified dividend recipient, have outstanding cash
capital contributions to the qualified real estate investment trust that, in the
aggregate, exceed five per cent of the fair market value of the aggregate real
estate assets, valued as of the last day of the period for which such dividend is
paid, then held by the qualified real estate investment trust; or (C) received from
a captive real estate investment trust that is subject to the tax imposed under this
chapter. For purposes of this section, a “related person” is as defined in
subdivision (7) of subsection (a) of section 12-217m, “real estate assets” is as
defined in Section 856 of the Internal Revenue Code, a “qualified dividend
recipient” means a dividend recipient who has invested in a qualified real estate
investment trust prior to April 1, 1997, and a “qualified real estate investment
trust” means an entity that both was incorporated and had contributed to it a
minimum of five hundred million dollars worth of real estate assets prior to
April 1, 1997, and that elects to be a real estate investment trust under Section 856
of the Internal Revenue Code prior to April 1, 1998.




